Devaluation of Gold Bloc Currencies 





HE devaluation of the French and 
Swiss francs and the Dutch guilder, 
which is under way as this Letter 
goes to press, is a mementous devel- 
opment in the economic situation. It 
contains possibilities for both good and evil 
which are almost incalculable, but there is high 
promise, in view of the affirmations made by 
the Governments of the United States and 
Great Britain and supported by Belgium, that 
the outcome will be favorable, and that 
through enlightened cooperation the move will 
be turned into a step toward world recovery. 

If the action of the Gold Bloc Governments 
were received as another move in competitive 
currency depreciation among the nations, it 
would of course invite reprisals, affect the 
economy of many other countries, and gravely 
increase the disorder in the exchanges and in 
trade. Under the best of conditions, it will 
have this effect in some degree. No nation 
can alter the value of its currency without 
altering the value of other currencies. With 
French francs, for example, cheaper to Ameri- 
cans, and dollars dearer to Frenchmen, the 
United States will tend to buy more and spend 
more in France, and France to buy less in this 
country. The relative attractiveness of invest- 
ments in the two countries will be altered, and 
capital movements shifted. Possibly the flow 
of funds, which has been from France to the 
United States, will turn toward France again. 
The balance of payments of the United States, 
and similarly of other countries, will be af- 
fected unfavorably. 

On the other hand, these effects may be com- 
pletely overcome by the benefit of closing the 
abnormal gaps between the price levels of dif- 
ferent countries, which were blocking trade; 
by business improvement in the Gold Bloc coun- 
tries; and above all by the accord of Gov- 
ernments which has developed out of the situa- 
tion. There must sometime be an end to the 
vicious circle of currency devaluation, and 
there could be no more appropriate time to 
stop than when all the important players have 
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at last been driven to join the game, and all, 
in relation to each other, are back about where 
they started. 


The Three-Government Accord 


Evidently this is the attitude of the Ameri- 
can and British Governments. The statement 
by Secretary Morgenthau, in which the under- 
standing among the Governments was out- 
lined, described their joint purpose to “main- 
tain the greatest possible equilibrium in the 
system of international exchange” ; and to “use 
appropriate available resources so as to avoid 
as far as possible any disturbance of the basis 
of international exchange resulting from the 
proposed readjustment” (of the franc). Finally, 
it “trusts that no country will attempt to ob- 
tain an unreasonable competitive exchange ad- 
vantage and thereby hamper the effort to re- 
store more stable economic relations.” 

Of course there is no question but that the 
“greatest possible equilibrium” in the ex- 
changes exists only when they are affixed to 
a common standard. This solution, however, 
is evidently impracticable at this time, and in- 
terngtional co-operation offers the only method 
of approach to a real stabilization. On the 
part of the United States, while the reserva- 
tion is made that “the requirements of internal 
prosperity” must be taken into account, the 
language implies an engagement not to de- 
value the dollar further, insofar as the Presi- 
dent lawfully exercises that power. Great 
Britain has not re-attached the pound sterling 
to gold, and there is on her part no agreement 
to maintain a fixed rate, but an obligation is 
implied to maintain the greatest possible sta- 
bility of the pound, and not voluntarily to de- 
press it to the disturbance of other currencies. 
This is not a return to the gold standard, but 
it is a more promising outlook than has been 
known since the exchanges were disrupted 
five years ago. 

It is to be hoped that these developments 
will lead in due course to relaxation of the 
quotas, embargoes, exchange controls, and 





October, 1936 


other exceptional restrictions on trade which 
have made the transaction of normal business 
practically impossible. The full benefits of the 
currency adjustments cannot be realized, and 
it is even doubtful that the new alignments 
can be maintained, if these abnormal restric- 
tions are continued in force. 


Benefits of Exchange Stability 


If these high purposes are carried forward 
by all countries the aid to world recovery will 
far offset the temporary disturbance caused 
by the Gold Bloc devaluations. In particular, 
the world will gain as the tendency of the 
pound to stabilize, which has been marked 
over the past two years, continues. The pound 
is by custom and prestige the greatest inter- 
national currency, and more currencies are 
linked to it than to any other standard of 
value. Correspondingly, instability in the 
pound would cause instability everywhere, in 
trade and in the markets for international 
commodities. 

Even among business men, not directly en- 
gaged in foreign trade, there has not been a 
general understanding of the importance of 
exchange stability. People generally do not 
comprehend that when there is neither ad- 
herence to a common standard, nor coopera- 
tion to maintain common values, the nations 
willingly or unwillingly drift into competitive 
currency depreciation ; or that confusion among 
currencies obstructs trade, raises the cost of 
doing business, and causes disorder and de- 
pression. They do not understand the service 
that the gold standard performs, and they are 
misled by erroneous claims as to the value of 
currency manipulation to domestic business. 

This lack of understanding has obstructed 
cooperation and the return to a common stand- 
ard. Doubtless it will become evident again 
in this country, at this time, in unwarranted 
and mischievous criticisms of the implied en- 
gagement against further dollar devaluation. 
Such criticisms are wholly mistaken. The 
policy of cooperation laid down in Secretary 
Morgenthau’s statement is incomparably more 
in the general interest than the policy of going 
it alone, which led to the failure of the London 
Conference in 1933 and postponed until this 
time the initial steps toward stabilization. 


Domestic Policies Involved 


It must plainly be understood that if this 
venture in cooperation is to be successful, and 
the external stability of the currencies main- 
tained, domestic policies of all the nations 
must also aim at that goal. Stabilization funds 
will prove but stop gaps if the conditions 
which have caused instability are permitted to 
become acute again. If the domestic policies 
of any country lead to a rise of costs and 
prices greater than in other countries, to in- 
flationary debt increases and unmanageable 


budgetary deficits, all of which are incompatible 
with currency stabilization, the conflict be- 
tween the two policies will reappear, and the 
choice will have to be made again. Will the na- 
tions be willing to ship gold to the last ounce, 
and to take the deflationary measures that 
may be called for, in order to continue estab- 
lished currency relationships? Or, the prece- 
dent of currency depreciation having been set. 
will they take that easier road once more? 
Should any major country make the latter 
choice, stabilization would almost inevitably 
break down and a new cycle of depreciation 
set in. 

Unquestionably the gravest problem for the 
future is to escape this dilemma, by controlling 
in each country the inflationary trends which 
are the chief danger. 


The French Devaluation—The Deficit 


The French people after the war had the 
experience of losing four-fifths of their sav- 
ings through currency depreciation and de- 
valuation, and France has made a gallant fight 
against a repetition of that experience. A suc- 
cession of Governments have made sincere 
efforts to reduce expenditures, cut costs and 
facilitate trade revival, and the policy of paying 
out gold has been followed to the extent oi 
reducing the monetary gold stock by $2,000, 
000,000 from the peak. However, the struggic 
has seemed hopeless in view of the economic 
and political situation within the country and 
the general European unsettlement. The pres- 
ent Government came to the decision that 
confidence in the currency could not be re- 
stored except by devaluation and on September 
25th took the expected step. The bill introduced 
in the Chamber calls for a reduction in the 
gold content of the franc to between 43 and 49 
milligrams, nine-tenths fine, which represents 
a devaluation of 25.19 per cent minimum and 
34.35 maximum. The exact content will be 
fixed at a later date by the Council of Ministers. 
Devaluation within this range will give the 
franc a new par of 4.35 to 4.96 cents in terms of 
the new American dollar against 6.63 cents 
previously. 

The French economy has been disturbed by 
a series of crises since the Spring of 1935, 
when lack of confidence in the franc was first 
manifested on a scale leading to large transfers 
of capital out of the country, and thus to heavy 
gold shipments. These crises have risen and 
receded in reflection of the economic and politi- 
cal news, each showing the same character- 
istics of flight of capital, loss of gold, hoarding 
of currency, strain in the domestic money 
markets and political uncertainty. All, of 
course, have had a common background. 


It is generally agreed that the unbalanced 
budget and consequent growth of Government 
borrowing has been the most influential cause 
of monetary uncertainty. The budgetary deficit 
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has been a perennial ghost, haunting all French 
Cabinets. The ordinary deficits during the 
past six years have exceeded 45 billion francs, 
and adding auxiliary budgets and unbudgeted 
expenses the national debt has increased ap- 
proximately 85 billion francs ($5,600,000,000), 
to near 350 billion ($23,000,000,000). Additional 
to these figures, the Government announced re- 
cently a public works program to cost 20 
billion francs and a rearmament program in- 
volving about 14 billion. While these expendi- 
tures are intended to be made over several 
years, a part will fall within the current year. 
It was officially estimated some time ago that 
between July 15 and the end of 1936 the Trea- 
sury would need to raise 17% billion francs, 
including the railway deficit, over and above 
budget receipts. 

Conditions in the money market, tightened 
by currency and gold hoarding and the export 
of capital, have not permitted financing the 
deficit by long term loans, and the Treasury 
has been confined to short term borrowing. It 
has rediscounted its bills with the Bank of 
France to an extent which itself has been a 
cause of the diminishing confidence in the 
franc, and last February obtained a credit 
against gold of £40,000,000 (3 billion francs) in 
London. The operation of the vicious circle 
is apparent in this chain of events; the deficit 
disturbed confidence and the loss of confidence 
made the financing of the deficit difficult except 
by recourse to the inflationary expedient of bor- 
rowing from the central bank. 


The Trade Situation 


The Treasury deficit has been due partly to 
the fall of revenue caused by the depression 
and partly to the increase in expenditures 
from 1928 through 1932, and inability to reduce 
them thereafter to the extent necessary. The 
French economy received heavy blows from the 
depreciation of the pound sterling and the cur- 
rencies allied to it in 1931, and of the dollar in 
1933. Trade and industrial indexes, reproduced 
in the table below, show the extent of the 
slump, which has continued while the United 
States, Great Britain and many other coun- 
tries have been experiencing improvement. 

Trend of French Business and Prices 

(Index numbers converted to base 1929 — 100) 
Un- _ Foreign Trade Wholesale Prices Cost 

Indus'l empl'd Imports Exports Dom'c Imp'd Retail of 

Prod'n (Thous.) (Billion Francs) Goods Goods Prices Living 
1929... 60.8 52.8 100 100 
1930... 53.4 43.5 101 
1931... 42.6 30.9 
1932... 30.2 20.0 
1933... 28.4 18.5 
1984... 23.1 17.9 
1935... 465 20.9 165.5 
1936*.. ma- 


* First six months. 


It was clear that in order to bring costs and 
prices in France in line with those in other coun- 
tries whose currencies had been depreciated, 
France must either devalue her currency, or 


adopt a policy of internal deflation calculated 
to reduce costs and prices, including wages, 
salaries, interest charges and cost of govern- 
ment, until equilibrium was restored. Of those 
two alternatives, France chose deflation, and 
under various Governments has attempted to 
accomplish the necessary cost reductions. 

However, deflation is always a painful and 
difficult process. In a recent report the Foreign 
Policy Association, Inc. (of New York) de- 
scribes some of the difficulties encountered, as 
follows: 


Reduction of government expenses was particularly 
difficult. Government employees, war veterans, and 
retired functionaries resisted economies at their ex- 
pense and were able to enlist the support of Com- 
munists, Socialists and even a large part of the 
Radical Socialists. The serious international situation 
and the growth of unemployment called for larger 
expenditures on armaments and relief of distress. 
The process of deflation, moreover, was attended by a 
further decline in economic activity, entailing a con- 
tinuous fall in tax receipts and resort to heavy 
government borrowing, which prevented a reduction 
of interest rates. The government also had to borrow 
to cover the growing operating deficit of the French 
railways. 


Another difficulty was the failure of prices 
to come down uniformly in all directions, with 
the result that some groups of the population 
suffered loss of purchasing power, normal trade 
relations were disrupted and business was im- 
peded. This is an experience common in all 
periods of declining prices. Values of com- 
modities in which labor enters as an important 
element of cost generally prove more rigid 
than other values; also, in certain cases, pro- 
tected groups in the community are able, be- 
cause of political influence, or strong working 
agreements as to wages, prices, etc., to retain 
advantages for themselves as against other 
groups. 

Policies of the New Government 

The foregoing briefly sketches the back- 
ground of the situation when the “Popular 
Front” Government headed by M. Leon Blum 
took office on June 5. The alternatives con- 
fronting the Cabinet were as outlined: either 
a vigorous deflationary policy or acceptance 
of eventual devaluation. M. Blum early de- 
clared his opposition to devaluation, but his 
Government was elected upon a program of 
social legislation and attempts to ease the 
lot of workers and farmers affected by the 
depression, and these efforts have proved in- 
compatible with support of the franc. Labor 
laws have been passed and agreements en- 
forced which grant wage increases, establish 
the 40 hour week and provide for paid holidays 
and collective contracts. Industrial costs have 
thereby been raised in some cases, it is said, 
by one-half or more. Many employers have 
accepted these agreements only under pressure 
of strikes, themselves disturbing. 

At the same time efforts have been made to 
help the farmer, and in conjunction with poor 
crops these have caused a rapid rise in the cost 
of living; so rapid, in fact, that the increase in 
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industrial wages has been offset by it and 
workers thus have not benefited. The price 
of bread, for example, was raised three times 
during August by a total of 20 per cent. Retail 
prices generally have risen 14 per cent within 
a year. 

This of course is the opposite of what was 
needed to place French costs and prices in 
line with those of competitors. Prices of French 
domestic goods have risen rapidly, the whole- 
sale index advancing from 353 in July, 1935, 
to 443 in August, 1936 (1914 = 100). Tourist 
trade has been reduced, exports have suffered, 
and for the first eight months this year the un- 
favorable trade balance was 6,121,000,000 francs 
against 3,782,000,000 one year earlier. This has 
directly weakened the position of the franc. 

The economic situation was complicated by 
political uncertainties following the outbreak 
of the Spanish revolt, for a break in the Popular 
Front Government seemed to be threatened 
upon the question of intervention upon the side 
of the Spanish Government. 

Against this background the crisis devel- 
oped rapidly during the Summer. The out- 
flow of gold reached an acute stage during the 
middle of September. From August 7 to Sep- 
tember 18, the date of the last statement, the 
Bank of France lost $152,000,000, its gold re- 
serve declining to $3,493,000,000 (52,691,000,- 
000 francs). There was subsequently an ad- 


ditional loss of at least $117,000,000, the amount 
engaged by this country during the succeed- 
ing week. London also continued to draw gold 
from Paris. Gold payments were in effect sus- 
pended on the 25th, and all the trading markets 
closed pending the passage of the devaluation 
act through Parliament. 


Effect on Other Countries 


The decision of the Governments of the 
Netherlands and Switzerland to follow the 
French example was inevitable. While the 
political situation was not a factor in these 
countries, and Government finances have been 
kept in reasonably good order, their export 
prices and costs were above those of their 
competitors having depreciated currencies. 
With France added to the list of competitors 
the flight of capital from the two countries 
undoubtedly would quicken and their position 
soon prove untenable. They are protecting 
themselves against this deflationary influence. 

Whether Germany and Italy will be led by 
the action of the Gold Bloc to formalize the 
depreciation of their own currencies and seek 
stability upon a devalued basis cannot be fore- 
told. Such action is to be expected eventually, 
but may be the last step taken in clearing up 
the remaining currency disorders. 

Nor can it be predicted whether the world 
level of prices will be affected by these changes. 
Theoretically producers of export commodi- 


ties within the Gold Bloc countries and their 
dependencies will benefit; they will receive 
higher prices in their own currencies, and so 
may accept lower prices in other currencies, 
thus depressing dollar and sterling prices of 
commodities affected. Rubber and other prod- 
ucts of the Dutch East Indies supply an ex- 
ample. Conversely, imported goods will cost 
more in the devalued currencies, and purchases 
abroad by these countries thus may be reduced. 
However, it is not certain that such results 
will follow, for these aspects of the markets 
may be completely offset by general! trade 
improvement. 


Effects on the United States 


Mention has been made that the devaluation 
of these European currencies will necessarily 
affect the United States. The immediate in- 
terest is in the possibility of repatriation of 
foreign capital whi. ’. has moved from the Gold 
Bloc countries to the United States during the 
past two years or more. This movement was 
inspired by a mixture of motives, including 
not only the desire to protect capital against 
expected curreney depreciation and possible 
war and political disturbance, but also the 
wish to invest in this country in order to profit 
by our recovery. 

Now that the devaluation has taken place, 
presumably security and commodity prices will 
rise in the former Gold Bloc countries, and 
the people who have sent their capital to the 
United States may wish to take it back home 
for investment. However, they will be influ- 
enced by other considerations also. The fear 
of war is not removed, and there are uncer- 
tainties in the domestic outlook in many coun- 
tries. Moreover, business improvement in the 
United States is continuing, and opportunity 
for profitable investment here evidently is still 
open. 

In any event, no great movement of capital 
back to Europe is to be expected until the newly 
devalued currencies are either affixed firmly to 
gold once more, or confidence in their sta- 
bility is achieved. The Government of the 
Netherlands, according to press reports, will 
allow the guilder to seek its own level for a 
time before re-attaching it to gold. The French 
policy also has not been made wholly clear at 
the time of writing; it is established that fluc- 
tuations of the franc will be held within a fixed 
range, but when and at what point re-attach- 
ment to gold will be made remains to be dis- 
closed. This uncertainty will retard any 
intended repatriation of Dutch and French 
capital, as long as it lasts. 

The available figures as to investments of 
France, the Netherlands and Switzerland in 
this country are as of December 31, 1935, the 
estimate being made by the Department of 
Commerce. Details are given in the following 
table: 
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Long Term Investments in U. S., Dec. 31, 1935 
(In Millions of Dollars) 
Nether- Switzer- 

Type of Investment France lands land 
Direct investments 249 
Common stocks 

(market value) 196 
Preferred stocks 13 
Bonds 220 
Other investments 106 





Total 784 


If current figures were available they would 
of course be larger, due to the capital move- 
ments during 1936. The table does not include 
bank deposits and other short term funds of 
these countries, which would further raise the 
total. 

How much of this capital may be repatriated 
is a matter of conjecture. Part of it consists of 
real property and similar investments, and a 
substantial part of the investment in securities 
is unlikely to be disturbed under any condi- 
tions. Considering the uncertainties abroad, 
it is the judgment of the financial centers that 
the total export of capital will not be great 
enough to disturb the domestic situation. Our 
money markets are so strongly cushioned by 
excess reserves, exceeding 134 billion dollars, 
that they are almost immune to other influ- 
ences, and the firmness of the security markets 
during this momentous period is evidence of 
the opinion that any foreign selling will be 
readily absorbed in the general business im- 
provement and the forward movement of world 
recovery. 


Conditions in the United States 








Domestic business reports have continued 
decidedly of a nature to inspire confidence for 


the remainder of the year. The industries 
making consumers’ goods are operating at high 
rates, in some cases the highest on record, and 
the speed of the improvement naturally in- 
spires some doubt as to how long it can last; 
but manufacturers’ order books are well filled. 
Cotton mills had good sales again last month, 
the market being stimulated by a sharp reduc- 
tion in the cotton crop estimate, and their 
unfilled orders assure a high rate of operations 
into the Winter. Rayon manufacturers, op- 
erating at capacity, are hard driven to supply 
their customers, and yarn stocks are short. 
Shoe business has held up well enough to 
assure that 1936 will set a new high produc- 
tion record. 

Moreover, there are few indications thus far 
that stocks are accumulating in distributors’ 
hands. Trade increases have kept pace with 
the increase in production. It is calculated by 
the Standard Statistics Co. that the output of 
consumption goods during the third quarter 
was 13.5 per cent more than in 1935, but de- 
partment store sales in July and August gained 
11 per cent, rural retail trade was 20 per cent 
larger, variety chains show a 15 per cent in- 


crease, and the mail order gains have ranged 
from 23 to 35 per cent. September figures, still 
preliminary, have not been equally good in all 
sections, due to varying weather; in many 
cities, however, the gains over last year have 
held up to the Summer levels, and the mail 
order reports continue favorable. 

These figures indicate that the goods made 
have been selling satisfactorily, and the com- 
mitments of merchants for Fall delivery show 
that they expect no recession in trade. The buy- 
ing power is coming from the increased in- 
dustrial employment, the larger farm income, 
the Government disbursements, and greater 
dividend payments by the industries. There is 
no great fear that the income from any of 
these sources will fall off materially. Farm 
marketings of livestock are running high, the 
cotton crop is larger than a year ago, and these 
products are bringing better prices than last 
year, while the smaller grain crops and dairy 
production are yielding a larger cash income. 

Government relief expenditures continue 
substantially equal to last year. Of course, the 
effect of the bonus payments, which have been 
a factor in the trade activity, will gradually 
wear off. This is the chief uncertainty in the 
outlook for the consumer goods industries. 
Evidently, however, some of the bonus money 
is still unexpended and the secondary effects, 
at any rate, are still being felt. 


Industrial Outlook Promising 


The outlook for the fourth quarter in the 
industries, in addition to those mentioned, is 
promising. During September automobile 
operations declined further as the 1936 season 
closed, and the industry is now in the change- 
over period with few companies having yet 
reached volume operations on 1937 models. 
But the trend during the next two months will 
be steadily upward, and with dealers’ stocks of 
1936 models well cleaned up the automobile 
manufacturers expect to make and sell this 
Fall at least as many cars as last year, and 
probably more. Parts and accessory manu- 
facturers, steel rolling mills, and many other 
industries will be supported by automobile 
buying. The effects on the general situation 
may be as helpful as in the final quarter of last 
year, when total industrial production reached 
the highest point of the recovery, to that time, 
due to the automobile activity. 

Steel mill operations, about 75 per cent of 
capacity, are at a new high for the year, and 
the highest since May, 1930. In addition to the 
automobile buying, the demand has been 
broad, and from many industries. In part it is 
due to the announcement of price advances on 
semi-finished steel effective on orders after 
October 1, and to the general firmness of the 
price structure due to rising prices for scrap, 
demands for higher wages, and fear of labor 
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troubles to come. These orders are partly at 
the expense of future business, but in con- 
junction with automobile requirements they 
make it certain that mill operations will con- 
tinue high for some time. 

Industrial employment and payrolls in Au- 
gust were the highest since the Fall of 1930, 
and with indications that they will make addi- 
tional gains this Fall business in the factory 
centers should be good. 

Stockholders also are receiving greater divi- 
dends. In the third quarter dividend declara- 
tions totaled $861,000,000, compared with $649,- 
000,000 a year earlier. Many corporations are 
increasing dividends in order to avoid the sur- 
tax on undistributed income. Undoubtedly 
there are cases where the directors would have 
preferred to hold the earnings for the purpose 
of debt retirement or plant expenditure, and 
where the general interest would have been 
better served if they had been permitted to do 
so without penalty. So far as the immediate 
trade situation is concerned, however, the dis- 
bursements divert purchasing power to it. 
With further increases in sight before Christ- 
mas, they will be a factor in the holiday trade, 
and business in luxury articles should benefit. 


Momentum of the Upswing 


Business news of this character is undeniably 
impressive when set against the handicaps. No 
one would claim that all the obstacles which 
have held back recovery have been removed, 
but the evidence is continuously more convinc- 
ing that the momentum of the upswing, derived 
from the needs which have accumulated during 
the depression and the unsatisfied wants of 
everyone, can carry it forward against ob- 
stacles. This showing of recuperative power 
itself inspires confidence, and is suggestive as 
to what the situation might be if the hazards 
restricting new enterprise were fully overcome, 
the capital markets opened up, and the flow of 
new investment resumed. 

The trade returns indicate that the Presi- 
dential campaign is not depressing business, 
although it is a restraint in the sense that 
projects for plant improvement and other cor- 
porate expenditure are being held in abeyance 
until after election, the decision to be made 
on the facts then existing. The hesitancy in 
carrying out advertising and marketing cam- 
paigns, sometimes apparent during an election 
year, is not in evidence, for the expansion of 
purchasing power obviously overcomes the 
effect of political uncertainties. 

The effects of the drouth are not receiving much 
consideration as a factor in the nearby outlook, 
since the setback in some areas is made up 
elsewhere and total farm income is not reduced. 
The drouth has been thoroughly broken, Fall 
plowing had an early start, and an increased 
acreage is being seeded to Winter grain crops 
under favorable conditions. Pasture conditions 
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are improved, and with pastures better feed 
supplies will last longer. 


The Capital Goods Improvement 


It must be considered that revival of capital 
investment and recovery in the capital goods 
industries will not be complete, or reach the 
proportions it should reach, as long as business 
has to contend against the fear of continued 
budget deficits, rising tax burdens, increasing 
costs due to Governmental regulations and 
interferences, and even Government competi- 
tion. It is plain that capital expenditures thus 
far in the recovery are being induced by the 
need to replace wornout equipment, and to 
install new machinery that will reduce costs, 
rather than a general willingness to undertake 
the risks of new enterprise. 


Even within these limitations, however, the 
improvement in capital goods industries is the 
significant feature of the business upswing, 
and the principal factor in lifting it higher than 








Corporation Expenditures Recently Announced 


Company Expenditures Purpoce 
Champion Paper & Fibre Co. $ 3,500,000 incr. capacity 
Buick Motor Co. 14,500,000 “ 
Packard Motor Car Co. 5,100,000 “ bat 
E. I. Du Pont de Nemours & Co. 2,800,000 tetra-ethyl plant 
Industrial Rayon Corp. 3,000,000 expansion 
Industrial Rayon Corp. 7,500,000 new plant 
General Motors Corp. 5,500,000 “ Ned 
Du Pont Cellophane Co. 700,000 incr. capacity 
Butler Brothers (St. Paul) 1,000,000 new ore plant 
Joseph Schlitz Brewing Co. 600,000 new plant 
Bendix Aviation Corp. 1,000,000 new works 
Kelvinator Corp. 0,000 incr. capacity 
Republic Steel Corp. 600,000 new furnace 
United States Lines 12,000,000 715 ft. liner 
Ethyl Gas Corp. ; 2.000.000 new plant 
Tubize-Chatillon Corp. 2,600,000 expansion 
Southern Kraft Corp. 1,000,000 new mill 
Sheffield Farms Co. (N. Y.) 900,000 new plant 
Utah-Idaho Sugar Co. 750,000 new beet mill 
Amer. Smelting & Refining Co. 500,000 additions 
General Foods Corp. 2,000,000 expansion 
St. Regis Kraft Co. 1,000,000 additions & imp. 
Shell Petroleum Corp. 1,500,000 - siliaas 
Westinghouse Elec. & Mfg. Co. 750,000 additions 
Libby-Owens-Ford Glass Co. 700,000 additions 
Olds Motor Works 500,000 expansion &imp. 
Texas Company 1,000,000 additions&equip. 
Carbide & Carbon Chem. Corp. 1,000,000 new plant 
Universal Atlas Cement Co. 700,000 additions 
Binghampton Wash. Mach. Corp. 500,000 remodel & imp. 
Postum Co. 1,000,000 adds. & expan. 
Union Bag & Paper Corp. 2,750.000 constr. & equip. 
Eastman Kodak Co. 500,000 new building 
Chrysler Corp. 5,000,000 bldg. & equip. 
Studebaker-Pacific Corp. 1,000,000 add. & equip. 
Continental Can Co. 500,000 add. plant 
Rome Cable Corp. 500,000 new plant 
Climax-Molybdenum Co. 500,000 plant & equip. 
Clark Equipment Co. 800,000 incr. facilities 
Pittsburgh Plate Glass Co. 500,000 enlarge & imp. 
Solvay Process Co. 1,000,000 add. facilities 
American Can Co. 600,000 new plant 
Cleveland Twist Drill Co. 500,000 bldg. &.equip. 
Quaker State Oil Ref. Co. 500,000 additions & imp. 
Soundview Pulp Co. 2,000,000 add. capacity 
N. Y. Industrial Terminal 500,000 new terminal 
Standard Oil Co. of Ohio 1,500,000 add. equipment 
Anheuser-Busch, Inc. 750,000 new building 
Standard Oil Co. of N. J. 13,000,000 8 new tankers 

$109,100,000 
Utilities 

Pub. Service Co. of N. H. $2,225,000 expansion & impro. 
N. Y. Edison Co. 600,000 additions & impro. 
Connecticut L. & P. Co. 14,500,000 expansion & impro. 
San Joaquin L. & P. Co. 1,300,000 ext. & interch. syst. 
Ohio Farm Bureau 1,000,000 co-op. power plant 
Rochester Gas & Elec. Corp. 1,000,000 plant & equip. 


Tennessee Elec. Power Co 


" 1,000,000 ext. & impro. 
Consumers Power Co. (Mich.) 500,000 


additions 
$22,125,000 
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any previous move out of the depression. As 
compared with the gain of 13.5 per cent in con- 
sumer goods industries, already cited, the capi- 
tal goods group is 41 per cent more active than 
a year ago, according to the Standard Statistics 
indexes. 

Opposite we give a list of industrial expendi- 
tures of which public announcement has been 
made since July. The list makes no pretensions 
to completeness, and is confined to projects 
of half a million dollars or over, but it totals 
up to the impressive figure of $131,000,000, and 
a similar compilation since the first of the year 
would reach over $500,000,000. Some of the 
money has been spent, many of the projects are 
now under way, but many are still to be begun. 

This table demonstrates the importance of 
business spending in the upswing, and it will 
become more important as the recovery pro- 
ceeds, requiring the reconditioning of idle 
plants and machinery. In some of the newer 
industries, notably rayon, increases in capa- 
city are required, due to the growth of bus- 
iness. Two of the large rayon companies appear 
on the above list. In the older industries plant 
expenditure has become more necessary. Re- 
ferring to the steel improvement, the Iron Age 
of September 24 said: 


A Buffalo steel plant has started its only idle blast 
furnace and one at Pittsburgh will soon be in full 
pig iron production. Makers of refractories are busy 
supplying fire brick for the rebuilding of open-hearth 
furnaces and new construction is being rushed, two 
new 150-ton open-hearth units having been started 
at a Chicago plant, with two more scheduled for 
initial operation in October. 


This by no means covers all the plant recon- 
struction that is going on in the steel business, 
but it illustrates the cumulative effects of 
recovery. 


Money and Banking 





Changes in the banking position during the 
month have been influenced chiefly by the gold 
imports resulting from the movement of capital 
to this country, and by payments of income 
taxes and subscriptions to the new Government 
bond issue on September 15. When all of the 
gold that has been engaged is received, the 
increase in the monetary stock since September 
Ist will be approximately $260,000,000. Since 
August 7, when the movement started, gold 
engagements have totaled $287,000,000, of 
which $213,000,000 was in France. An inter- 
esting development in the last days of the 
month was a substantial increase in offerings 
of gold in the London market. This was due to 
“dehoarding” by people of the Gold Bloc coun- 
tries who had been holding gold in London 
as protection against the expected devaluation, 
and are now selling it in preparation for taking 
their funds back home. The United States has 
purchased some of this gold in the normal 
course of exchange operations. 

The gold imports of course tend to increase 
bank reserves. The tax date payments, on 


the other hand, caused a temporary reduction 
of reserves due to the shift of funds from the 
commercial banks into the Treasury account. 
The decrease in member bank reserve balances 
during the week ended September 16 was 
$265,000,000 and excess reserves were reduced 
by $290,000,000 to $1,710,000,000. After this 
temporary reduction the increase in reserves 
was resumed. The market will gain funds dur- 
ing the near future through receipt of the gold 
on the way here, and probably also through 
Treasury payments to meet Government ex- 
penses. Thus indications are that excess re- 
serves may again approach the figure of 
$2,000,000,000 reached on September 9, which 
was the recent high point before the tax date. 

Looking farther ahead, if a movement of 
capital begins from this country back to 
Europe, a possibility which has already been 
discussed, and reaches a volume sufficient to 
reverse the gold flow, bank reserves will be 
drawn down by these outpayments. Seasonal 
increases in currency in use also will tend to 
diminish reserve funds; during October the 
circulation usually expands for seasonal reasons 
and after the middle of November there is a 
rapid increase to the holiday peak. However, 
the effect of these demands on banks will be 
cushioned by the excess reserves, and no ma- 
terial change in the money markets is likely 
to occur until this excess is very substantially 
reduced. 

These developments have been without effect 
on money rates, except for a slight rise in the 
discount rate on the weekly offering of 273-day 
Treasury bills which advanced from 0.13 per 
cent to 0.186 during the month. 


Bank Credit Rising 


The volume of member bank credit outstand- 
ing has continued to increase, total loans and 
investments of the reporting member banks 
showing a rise of $346,000,000 in the four weeks 
ended September 23rd. Investments in Govern- 
ment securities were increased $122,000,000, 
reflecting subscriptions to the September 15 
issue. Secured loans were up slightly. Chief 
interest, however, attaches to the rise of “all 
other” loans, in which classification commercial 
loans appear. These loans increased $158,000,- 
000 in the four weeks. In eight consecutive 
weeks they have increased $279,000,000 and 
now stand $527,000,000 above one year ago. 

In interpreting these figures allowance must 
be made for some special transactions not repre- 
senting true commercial borrowing. Neverthe- 
less an encouraging gain in the demand for 
loans by business is evident. The largest in- 
crease has been in New York City but all 
districts show gains, and the fact that the rise 
has spread quite widely seems to indicate that 
commercial requirements are at least beginning 
to make themselves felt. This is a development 
to be expected in view of the business improve- 
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ment, although there are strong influences tend- 
ing to cause a lag in commercial borrowing. In 
this connection a recent study by the Federal 
Reserve Board covering the growth and distri- 
bution of large deposits reveals how the bal- 
ances of large corporations have been built up 
since business improvement began. Identical 
accounts in 98 member banks are included and 
the period covered is from October 25, 1933 to 
November 1, 1935. The following table is an 
extract from the study: 


Reported Large Demand Deposits 
In Identical Accounts 
(In Millions of Dollars) 


Oct. 25, Nov.1, PerCent 
1933 1935 Increase 








Manufacturing & Mining.... 1,323 1,883 42 
PPRDERS. THGHRILI OG asceiesccccssscscccsee 375 526 40 
Railroads & Shipping.......... 272 402 48 
Trade & ServiCe..........ccccccccsce 231 272 18 

Total Industry, Commerce 

& Trade 2,201 3,083 40 
EUNOOL TORMMIEIEL pesccncssocscesosancca 1,218 1,933 59 
Other ...... 173 228 32 

Total All Groups5............00 3,592 5,244 46 


These increases illustrate the accumulation 
of corporate cash balances, and make readily 
understandable the lag both in commercial 
loans and in demand for new money in the 
capital markets, on the part of large corpora- 
tions which are spending considerable amounts 
on plant improvement. 


The Bond Market 


The bond market has maintained a very firm 
tone during most of the month, with numer- 
ous new record high prices established for 
Treasury bonds. Quotations eased slightly 
from the highs at the end of the month on 
apprehensions of a capital outflow, but the 
market is steady. The offering of United 
States Treasury 234 per cent bonds due 1959, 
optional 1956, was accorded a notable recep- 
tion. Subscriptions for the amount offered 
for cash aggregated thirteen times the amount 
of the offering. Holders of 1% per cent Trea- 
sury notes maturing September 15, 1936, of 
which there were $514,000,000 outstanding, 
entered subscriptions for the new bonds in 
the amount of $511,860,000. In other words, 
99.58 per cent of the maturing notes were 
converted into the new bonds. A noteworthy 
feature of the financing operation was the 
concentration on a long-term issue. Hereto- 
fore new offerings have included both notes 
and bonds. The new bonds commanded an im- 
mediate premium and sold as high as 101 11/32. 

The firmness of the bond market was not 
confined to the Government issues. High-grade 
corporate and state and municipal bonds were 
in good demand. New York State sold $55,- 
000,000 114 per cent bonds maturing in one to 
ten years at a premium, marking a new low 
rate on the State’s financing. Prices for 








second-grade and junior corporate bonds 
showed advancing tendencies, reflecting the 
continued good earnings and business reports. 


Improved Outlook for the Railroads 





One of the most favorable aspects of the 
business improvement this year is the re- 
covery that has taken place in railroad traffic 
and earnings. Freight car loadings for the 
year to date have been 13 per cent larger than 
in 1935, and the best since 1931; the increase in 
revenue has been in proportion. Passenger 
travel has increased very sharply, and despite 
the lowering of fares by the Eastern roads in 
June, it is expected that passenger revenues 
of all the roads this year will show an increase 
of about 12 per cent over 1935, and 20 per 
cent over 1933. Estimates based upon actual 
figures for the first eight months indicate that 
total operating income for 1936 will be the 
best since 1931, while the estimated net in- 
come of $100,000,000 after payment of interest 
will mean that this is the first year since 1931 
in which the railroads as a whole have fully 
covered their fixed charges. 


Importance to General Business 


This recovery in railroad operations is of 
great importance in the economic situation. 
The difficulties of the railroads have con- 
stituted one of the foremost problems of the 
depression, so serious that the universal de- 
cline in prices of railway bonds at one time 
menaced the solvency of institutions such as 
insurance companies, banks and trust com- 
panies, and charitable and _ philanthropic 
organizations, which had invested large pro- 
portions of their assets in rail bonds, and held 
more than 70 per cent of the total outstanding. 
This menace was lifted by R.F.C. assistance, 
but of course no final solution of the difficulty 
is possible except by gains in traffic and earn- 
ings. 

Accompanying the improvement of the 
past year, prices of the lower-rated rail bonds, 
which bore the brunt of the decline, have re- 
covered substantially. Taking Moody’s index 
of yields on forty seasoned railroad bonds, 
arranged into four sub-groups according to 
ratings, the rise in yields to the highest levels 
of 1932 and the subsequent decline are shown 
by the following averages: 


Moody’s Index of Railroad Bond Yields 


Rating Low High Sept. 18, 
Groups 1930 1932 1936 
10 Bonds rated AAA... 4.27 6.75 3.51 
10 Bonds rated AA... .scescsceee 4.49 8.14 3.54 
10 BROMGR PACCE A iscreccrrcccoccsccssceascs 4.81 10.94 4.13 
TO BEGRGS TRCOE TAR sicceccerccecccness 5.28 16.25 5.30 
40 Bonds combined..............s008 4.78 10.49 4.11 


As the bonds that make up this index have 
an average coupon of about 4% per cent and 
an average maturity of about forty-one years, 
the rise in yields between 1930 and 1932 would 
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be equivalent to a drop in price from around 
par to less than 50 for all bonds taken together, 
with the lower-rated issues dropping even 
further. The subsequent recovery from 1932 
to the present time, due in part to the easy 
money market conditions, has driven the yields 
lower, and the equivalent market quotations 
higher, than even the 1930 levels, for practical- 
ly all of the groups. This has strengthened 
materially the condition of institutions which 
hold railroad bonds, increased the value of 
trust funds, added to the collateral behind 
loans and improved the confidence of individ- 
ual and corporate investors everywhere. 

In addition to the recovery in bonds and 
stocks, the rise in railroad earnings is of major 
importance in the economic situation because 
of the increasing support of railway buying 
to general business. The heavy expenditures 
of the railways for wages and _ salaries, 
materials and supplies, equipment and other 
capital goods, are all important factors be- 
cause of their influence upon a variety of other 
industries. Purchases of cars and locomotives 
have been resumed at a moderate rate during 
recent months after having been drastically 
curtailed for a period of several years, as will 
be seen from the following summary of orders: 


Domestic Orders for New Railroad Equipment 
(Units per Year) 

Freight Passenger Loco- 

Year Cars Cars motives 
78,233 1,797 1,154 
11 176 
39 12 
42 


6 
388 183 
63 83 
« 34,270 141 134 














*First eight months. 


A continued recovery in business would in- 
crease greatly the needs of the railroads for 
new equipment, and might even cause a car 
shortage, inasmuch as a considerable portion 
of the existing equipment is not in service- 
able condition or is quite old, and the re- 
mainder is by no means evenly distributed 
among the different railroads in proportion to 
requirements. In studying the prospect for rail- 
road equipment buying, consideration should 
of course be given to the inability or unwill- 
ingness of some roads to undertake extensive 
expenditures because of their financial con- 
dition, and also to the difference of opinion 
that exists as to the permanence of the recent 
expansion in passenger business that followed 
the cut in fares. 


A Marked Change in Sentiment 


During the depression years when the 
volume of revenues was falling off rapidly, the 
railroads were unable to reduce their operat- 
ing expenses, interest charges and taxes in 
proportion, and in consequence there were 
widespread reductions and suspensions of 


dividends, defaults of bond interest, receiver- 
ships and bankruptcies, involving a large por- 
tion of the total railway mileage of the coun- 
try. This condition undoubtedly magnified 
the effects of the losses to competing forms 
of transportation such as motor trucks, busses, 
passenger cars, airplanes and pipe lines. Many 
people, both within and outside of the rail- 
road field, had come to feel that the outlook 
for the railroads was almost hopeless, that 
they were becoming a “vanishing industry”, 
and that the huge capital investment in prop- 
erties would have to be largely written off. 

The current improvement demonstrates that 
these excessively pessimistic views were not 
warranted. Despite the competition they must 
meet, the railroads have shown ability to re- 
cover as soon as the cycle of general business 
activity and the volume of traffic offered them 
turned upward. 

It was the fashion during the depression and 
even before to assume that the decline in the 
passenger traffic of the roads was irrecover- 
able, but the experience since the reduction of 
fares has shown that this also was too pes- 
simistic a view. Whereas in the first six 
months of the year the gross passenger 
revenues of the Eastern roads were 9.1 per 
cent ahead of the same period last year (as 
contrasted with increases of 18.6 per cent 
for the Western roads and 15.9 for the South- 
ern roads, on which lower rates had been in 
effect voluntarily since December, 1933), their 
gain over last year, after establishing the new 
rates, rose in July to 19.4 per cent and in 
August was 13.9 per cent, with a further gain 
indicated in September. These gains are all 
the more notable because they are figured 
against the sharp uptrend of passenger traffic 
last Fall. Comparison with normal seasonal 
figures would show an even more striking 
rise. The rate action by the Eastern roads had 
an indirect effect upon those in the West and 
South also, with the roads in both of these 
territories widening their gains over last year. 

Many of the railroad companies consider 
that the experiment of the drastic fare re- 
ductions has run for too short a time to justify 
broad conclusions, and undoubtedly there is a 
question whether the traffic can be carried 
profitably at the reduced rate if it is necessary 
to buy new equipment and add extra trains to 
accommodate it. Nevertheless the fact that 
railroad travel in modern air-conditioned 
coaches can be made more comfortable, speedy, 
and attractive than it has ever been before, 
at rates that are back to the level of twenty 
years ago, is a great inducement to business. 


Factors in the Outlook 
The favorable developments cited are very 
encouraging. They do not signify, of course, 
that the numerous problems facing the rail- 
roads are to be easily solved. Among the 
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principal unfavorable factors might be men- 
tioned the permanent loss of traffic that they 
have suffered due to competition, the heavy 
burden of taxation and the prospective in- 
crease in pension cost ordered by recent social 
security legislation. 

An interesting investigation as to how much 
of the decline in railroad freight traffic had 
been caused by losses to competing agencies 
or general economic changes, and how much 
had been due to the general business depres- 
sion was undertaken a few months ago by 
Moody’s Investors Service, and the findings 
offered considerable encouragement. An anal- 
ysis of the tonnage showed that for a period 
of several years, the raidroads were carrying 
a constantly diminishing percentage of the 
total production of numerous important com- 
modities. There were large decreases in the 
tonnage of coal because of the more central 
locations and improved fuel efficiency of power 
plants, decreases in the portion of petroleum 
products hauled because of pipe lines and trucks, 
decreases in tonnage of livestock, grains, fruits 
and vegetables because of marketing by trucks, 
decreases in miscellaneous merchandise be- 
cause of the shifting of plant locations and the 
establishment of branches situated nearer to 
the consuming markets. There is little hope 
that much of the traffic loss due to these 
causes can be regained by the railroads. 

It was found, however, that railroad load- 
ings of other important commodities main- 
tained a much more constant ratio to the pro- 
duction of these commodities, and that the 
bulk of the decline in tonnage in those lines 
was therefore a direct result of the fall in 
industrial production and trade. When the 
latter turned upward after 1932, the volume 
of railroad freight traffic also turned upward. 
The movement of railroad freight today fluc- 
tuates even more sharply than that of the 
general business curve, inasmuch as the lines 
that have been most severely depressed are 
the heavier industries, such as ore and metals, 
machinery, sand, gravel, stone, lumber and 
other building materials, etc., rather than con- 
sumers’ goods. It is these heavy lines that 
provide the bulk of railroad traffic and that 
are in least danger of truck competition. Fur- 
ther expansion of this class of traffic would 
therefore reasonably be expected to come with 
a return to more normal levels of industrial 
and residential building, modernization, and 
replacements of machinery and equipment. 
The trend in all of these activities is now 
upward. 

The Tax Question 

The heavy burden of taxation has been a 
major problem of the railroads for many 
years. In 1935 the Class I roads paid direct 
taxes totaling approximately $238,000,000, of 
which $211,000,000 was paid to State and local 
governments and $27,000,000 to the Federal 


Government. Taxes amounted to about 7 per 
cent of total operating revenues and absorbed 
32 per cent of railway operating income. In 
the first seven months of 1936, tax accruals 
were one-fourth larger than in the same period 
last year, most of the increase having been 
caused by the Railroad Retirement Act of 1935, 
providing for an enlarged system of pensions, 
and by the Social Security Act of 1935, pro- 
viding for the establishment by States of plans 
for unemployment insurance. 


There were some increases in payments of 
certain federal, state and local taxes that are 
based upon gross or net income, but on the 
other hand, the taxes assessed against rail- 
road property have in some instances been 
lowered. Considerable study is being given 
to a decision by the United States Supreme 
Court handed down last February in the case 
of Great Northern Railway Co. v. J. J. Weeks, 
State Tax Commissioner, et al., in North 
Dakota (297 U.S. 135) wherein the Court, 
speaking of the action of local tax authorities, 
said: 


It clearly appears that the board failed to give 
reasonable weight to the failing off of petitioner’s 
traffic, gross earnings, operating income, the extra- 
ordinary shrinkage in values of railroad properties, 
the prices of commodities and securities generally. 
The value of petitioner’s property varied with the 
profitableness of its use, present and prospective... 
The board persistently disregarded known conditions 
essential to the just ascertainment of value ... The 
tax board’s failure to consider the enormous diminu- 
tion in value of petitioner’s property caused by the 
1929 collapse and the progress of the depression is, 
within the principles of our decisions, the equivalent 
in law of intention to make a grossly excessive 
assessment for 1933 in disregard of petitioner’s right 
under the due process clause of the Fourteenth 
Amendment. 


Other important aspects of the decision, as 
summarized in part by the United States Law 
Week, were as follows: 


In 1933, changed business conditions affecting the 
company’s traffic, coupled with competition from new 
methods of transportation, precluded belief that 
prospective improvement in its (Great Northern’s) 
business and earnings would within a reasonable 
time, if ever, be sufficient to justify the assessment. 
But from 1929 to and including 1933 the board re- 
duced assessments of the company’s North Dakota 
railroad properties by less than six per cent. It is 
everywhere known that the general decline in values 
in that period was very much greater than that. The 
evidence conclusively shows that the value of the 
company’s system and of its North Dakota railroad 
properties declined several times six per cent. Its 
traffic, gross earnings and net income from operation 
fell off enormously. The 1929 collapse and the de- 
cline progressively following it resulted in much 
lower levels of prices and values which at least as 
early as 1933 were to be regarded not as temporary 
but as at least relatively permanent. The Board 
persistently disregarded known conditions essential 
to a just ascertainment of value. 


The arguments outlined by the majority 
opinion may be the basis for future litigation 
by many railroads in seeking lower property 
taxes. Any reduction in property taxes which 
might be possible under the foregoing decision 
obviously would be most helpful to the rail- 
roads, for offsetting in part the taxes that 
automatically increase with gains in gross 
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and net income, and the greatly increased taxes 
under the Railroad Retirement Act and the 
Social Security Act. Suits are now pending, 
which attack the constitutionality of both of 
these laws, and the former was declared un- 
constitutional last June by the District Court 
of the United States for the District of 
Columbia. An appeal probably will be taken 
from this decision, but if these various acts are 
held valid, they will increase substantially the 
expenses of all railroads. 


Effects of Undistributed Income Surtax 


The new surtax upon undistributed corpor- 
ate income, introduced in the Revenue Act of 
1936, may also have a serious effect upon rail- 
roads in their efforts to strengthen their finan- 
cial positions. In a discussion of the pending 
tax bill in this Letter last May, to which read- 
ers are referred, attention was called to the 
danger of penalizing the undistributed income 
of railroads, and quotations were given from 
the Interstate Commerce Commission and 
from President Roosevelt recommending that 
the railroads generally should apply more of 
their earnings toward debt reduction through 
sinking funds, so as to restore a better balance 
in their capital structures as between bonds 
and stock. Under the surtax provisions of the 
new law, however, a sharply rising rate of tax 
must be paid upon income when an increasing 
portion is retained and used for debt reduc- 
tion. At a recent hearing in Washington on 
the plan for reorganization of the Chicago and 
North Western Railway, which has been in 
receivership since June, 1935, it was claimed 
that the severity of this surtax, which of course 
is in addition to all other taxes, including in- 
come taxes, would virtually destroy the possi- 
bility of a successful reorganization under the 
proposed plan. The tax exhibits presented by 
the North Western are understood to have 
made a strong impression upon government 
officials, and illustrate the handicap that will 
face many other railroads that are in process 
of reorganization, inasmuch as practically 
every plan is conditioned upon the new com- 
pany applying a substantial portion of its earn- 
ings to debt sinking funds for some years 
to come. 

With at least some of the recent tax 
developments favorable to the railroads, it 
would seem therefore that their heavy tax 
burden need not be an insurmountable ob- 
stacle to their recovery of earning power, pro- 
vided that no new burdens of this nature are 
placed upon them and they are able to main- 
tain their present share in the increasing 
movement of freight and are successful in 
recapturing more of the passenger business. 
Because of the wide differences in financial 
position of individual railroads, the effects of 
the current improvement in earnings are very 


uneven and of course do not warrant the in- 
discriminate purchase of railroad bonds and 
stocks, particularly since many companies are 
expected to apply a considerable*portion of any 
increase in earnings to the making up of de- 
ferred maintenance and capital expenditures 
rather than to the payment of dividends. 


The Alleged Concentration of Wealth 


The question, “Who Owns the Wealth,” has 
been discussed in these columns in a review of 
an official estimate of the aggregate wealth of 
the United States, public and private. It has 
been shown that “probably not less than 25 
per cent of the total consists of town and city 
dwellings and personal effects, i.e., wealth pos- 
sessed and used for personal necessities and 
enjoyment,” that farm property approximates 
18 per cent, current stocks of merchandise and 
products 10 per cent, the railroads and other 
“public service enterprises” (subject to public 
control) to approximately 13 per cent, and that 
the remainder (not exceeding 35 per cent) is 
engaged in the other industries and services of 
every kind which are producing for the public 
market, thus ministering to the wants of all 
the people and affording employment to mil- 
lions of workers. 

It is recognized by the authorities respon- 
sible for this estimate that all real wealth 
exists in tangible things, for all paper repre- 
sentatives are excluded. It follows that the 
real distribution of the benefits of wealth 
which is producing for the market is to be 
found by tracing the products into consump- 
tion or use. Also it has been shown that the 
nature of the products and services distributed 
through the markets, is sufficient of itself to 
prove that they are widely distributed: 

Furthermore, it has been shown that the 
ownership of corporations in which wealth is 
said to be concentrated is itself widely dis- 
tributed, and that the trend is to wider and 
wider distribution. However, in response to 
this showing, it is said that the control of a 
corporation is in the hands of a “few,” which 
is assumed to prove an “increasing concentra- 
tion of wealth,” no matter how widely the 
ownership or the earnings may be distributed. 

That a business owned by thousands of 
shareholders must be directed and managed 
by a relatively small number, is necessarily 
true, but “control” in this sense may not mean 
what is often assumed of it. It certainly does 
not mean that the earnings of the business do 
not belong to all the shareholders or that the 
latter will not receive them. Nor does it mean 
that in the future there will be no opportuni- 
ties for individuals of initiative and business 
capacity, or that all of the business of the coun- 
try will be done by large corporations. 

However, instead of an argument, the best 
answer to such problems is to be had from 
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the facts of past experience. What finally be- 
comes of the products of the economic system? 
How many share in them and how? Where 
do they disappear? Is it true that the ten- 
dency to closer co-operation, larger corpora- 
tions and a wider distribution of ownership, 
tends to either lessen the volume of production 
or to concentrate the benefits of the system in 
the hands of a few? 


One of the stories told of Benjamin Frank- 
lin is that some one in a company asked him 
to explain why it was that if a bowl of water 
had a certain weight, and a fish were put into 
it, the weight would remain the same? Frank- 
lin’s reply was, “Let us see if that is so!” They 
tried it, learned it was mot so, and that ques- 
tion has remained answered ever since. 


The Economic System in Action 


The economic system has drawn everyone 
into it, by the services it renders. It supplies 
all wants and provides all employment. The 
stream of offerings which it pours into the 
market is always changing in variety and 
tends constantly to increase in volume. The 
standard of living depends upon the volume of 
production, and the volume increases by means 
of improvements in the organization and 
methods of industry, by new discoveries in 
science, new inventions, and unremitting efforts 
in every line to lower both costs and prices. 


One of the important factors in increased 
production is the constantly increasing use of 
capital in the form of new equipment, and es- 
pecially by the use of power-driven machinery. 
Thus in 1879 the manufacturing industries of 
this country employed an average of 1.25 
horse-power to each wage-worker; in 1899, 
this ratio was 1.90; in 1919 it was 3.26, and 
in 1929 was 4.85 per wage-worker. This in- 
crease in the use of power was accompanied 
by important improvements in the machinery 
driven by it, and, together with all other gains, 
enabled these industries to achieve an increase 
in production from 1899 to 1929, as shown by 
the following table. The table consists of in- 
dex numbers, which show by percentages the 
relation of each year’s figures to the actual 
figures of the base year, 1899. Thus the popu- 
lation in 1904 was 110.4 per cent of that in 
1899. The table shows relatively the increase 
of population, of physical production in these 
industries (by reducing the values of all years 
to a common price level), of production per 
unit of population and per wage-earner em- 
ployed, as shown by each of the United States 
census reports during the period. Prior to 
1899 the census of manufactures was taken 
once in ten years, beginning with that year it 
was taken every five years until 1919, and 
since then once in two years. 


U. S. Population and Productivity of 
Manufacturing Industries 


U.S. Prodct'n Output No. Wage Output to 
Year Population Phys. Vol. to Popu. Earners Wage Earner 


1899 100 100 100 100 

1904 ls 120.2 108.8 108.1 111.2 
154.5 127.5 130.0 118.9 
176.3 134.7 136.1 129.6 


225.1 ¥ 169.4 133.0 
186.3 2 R 136.9 
275.6 J I 155.5 
282.2 
287.2 
311.4 


1931 233.5 
1933 168.0 208.6 


Sources: F. C. Mills, “Economic Tendencies,” pages 
26, 192, 290; National Bureau of Economic Research 
Bulletin No. 53; U. S. Census of Manufactures, 1931- 
33; Statistical Abstract of U. S 


This table, compiled by Professor Frederick 
C. Mills, of Columbia University, has appeared 
in these columns before, but is worthy of fre- 
quent repetition. The figures appeared orig- 
inally in “Economic Tendencies,” a general 
review of the economic progress of the United 
States over that 30-year period. 

It will be seen that the output per wage- 
earner shown by the 1929 census is 89.7 per 
cent larger than that of 1899. Moreover, 
Professor Mills in his comment notes the “high- 
ly suggestive fact,” that in the census periods 
covering 30 years, “not once has there been a 
check in the increase in per capita capacity.” 

In summarizing results over all the indus- 
tries, Professor Mills sketches briefly the vary- 
ing rate of changes in the more important 
ones, and the influences causing them. Thus 
he says that in the eight years from 1922 to 
1929 the total volume of raw material produc- 
tion increased but 24 per cent, while the output 
of manufactured goods increased about 40 per 
cent, but attributes the relative rates to “the 
expenditures of labor in increasing degree 
upon the refinements in fabrication.” In other 
words, the raw materials were going into goods 
of higher class, requiring relatively more fabri- 
cation, but selling at relatively lower prices and 
in larger volume. Evidently the benefits of im- 
proved methods were being diffused through- 
out the population by a rising scale of living. 

He says that in these eight years, agricul- 
tural products, “raw and processed,” increased 
only 16 per cent, or at the rate of 2 per cent 
per year, while “the aggregate output of other 
products, advanced by 49 per cent, or at the 
annual rate of 5.1 per cent”, which he ex- 
plained by saying: “the farmer ministers to 
essential, but relatively inelastic, wants.” In 
other words, when people have all they want 
to eat, additional income will be spent mainly 
for other things, which tells more about the 
farm problem than most books on the sub- 
ject. Continuing he says: 


The rate of increase in the production of goods, 
clothing, and other perishable and semi-durable goods 
exceeded by no great margin the rate of increase in 
population. Our productive energies, in excess of 
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those necessary to maintain existing standards of 
food consumption and of dress for a constantly ex- 
panding population, were devoted in the main to 
augmenting the aggregate supply of durable goods— 
capital equipment and durable articles of consump- 
tion. 

The rate of increase for the class last men- 
tioned, in which he includes “residences, auto- 
mobiles, house-furnishings, radios, etc.,” was 
5.6 per cent per year over the eight years. 

Finally, after taking account of such varia- 
tions, he rounds up his calculations as follows: 

Making allowance now for the rate of change in 
population, we obtain an estimate of 2.4 per cent as 
the average annual rate of increase in physical out- 
put per head of the population between 1922 and 1929, 
as compared with a rate of 1.1 per cent between 1901 
and 1913. Expressed in other terms, these figures 
indicate that, at the pre-war rate, 63 years would 
have been required for a doubling of the individual’s 
share in the annual output of the country, while, at 
the rate of increase prevailing between 1922 and 1929, 
such doubling would have required only 29 years. 

Unquestionably this is a very remarkable 
showing of gain in the capacity of the indus- 
tries to provide for the comfort and welfare 
of the population. Nothing approaching it 
ever had been known in the history of man- 
kind. Even if allowance be made for the influ- 
ence of accumulated demands in the post-war 
period, and for the stimulus imparted by the 
urgency of war-time production, the signifi- 
cance of increased capacity is not lessened, for 
we still have it and it is constantly increasing. 
Part of the 211.4 per cent increase in produc- 
tion was due to an increase in number of 
workers, but increase per worker is more 
significant, for this shows increase of effi- 
ciency which means a higher standard of liv- 
ing for all. 

While the above showing of increased capa- 
city in the industries is very impressive, the 
table now following is needed to complete the 
story of what becomes of the products. 


In this table the first column shows the aver- 
age percentage of net income to gross income 
of all the manufacturing corporations of the 
country from 1919 to 1934, thus including the 
entire post-war period down to the latest year 
for which full official figures are available. The 
figures are based upon the United States Treas- 
ury Statistics of Income. They cover the period 
when the volume of business was approach- 
ing capacity, the condition most favorable to 
profits. Moreover, these calculations include 
not only net earnings distributed as dividends, 
but all net earnings retained for use in the 
industries. The percentage of net income to 
gross is less open to question than a percentage 
based upon “invested capital,” for the latter 
term is open to various questions, while per- 
centage of profit to volume of business is the 
share in the value of the product which the 
companies have been able to retain as com- 
pensation for the capital employed, for the 
uncertainties and risks of business, as the re- 
ward of enterprise and increasing efficiency, 


Net Earnings of Corporations, Wages and Prices 


Index Numbers Bureau of Labor Statistics 
Corp. Net Prices Prices 
Earnings Hourly Cost Hourly Prices Prices Metals Farm 
Per Wage of Real Finished Tex- & their Prod- 
Year cent} Rate* Living Earnings Goods tiles Products ucts 


1913. 100 100 100 100 100 100 


184 188 98 188 236 144 
234 209 112 216 288 165 
218 177 123 149 165 129 
208 167 124 139 175 118 
217 171 127 148 194 120 


228 171 181 189 186 117 
226 176 129 145 189 114 
229 175 131 144 175 
231 173 134 187 167 

5.00 222 171 136 188 167 


5.35 238 171 186 186 158 

1.31 229 164 140 127 140 

. D-2.24 217 148 147 111 116 

a» D-5.97 186 134 139 101 98 
1933... D-0.01 178 132 185 102 113 


1934...... 7.74 200 188 145 118 127 
1935... 208e 141 148 118 124 


* Hourly wage rates of all industries exclusive of 
agriculture. ft Per cent of gross income. e-— Esti- 
mated. D— Deficit. 

Sources: Manufacturing Corporations Net to Gross 
Income: “Statistics of Income”, U. S. Treasury De- 
partment. 

Note: This table is not carried back to the early 
years of the first table, because many of the data are 
not available for earlier years. Income taxes did not 
begin until 1909, and were not made public in com- 
parable form until 1916. Moreover, the figures for war 
years are so abnormal as to have little value for com- 
parative purposes. 
and are necessary to sound public policy. The 
highest yearly percentage was in 1919, 6.68, 
when the price level was close to the peak. 
In the following two years prices collapsed, 
and in 1921 the industries as a group suffered 
a net loss of 1.23 per cent on total business 
done. The average of net earnings from 1919 
to 1929 inclusive was 4.46 per cent of gross 
income, of the eight big years named by Pro- 
fessor Mills, 4.93 per cent, and for the last 
decade of the 30-year period, (1920-1929) was 
only 4.23 per cent. 


These figures show that the profits of these 
corporations were not increasing in corre- 
spondence with their increasing production as 
shown by the first table. The outstanding fact 
is that the industries were constantly pouring 
out to the public an increasing stream of 
wealth, resulting largely from a continuing 
investment of net earnings in new and im- 
proved equipment. The above figures show 
that net earnings were averaging less than 
5 per cent of gross income, which means that 
more than 95 per cent of the latter was dis- 
bursed as expenses. It follows that the in- 
dustry’s share of the increased production thus 
obtained would be less than 5 per cent, and 
that the other 95 would go to the public. This 
is the way production was rapidly built up in 
the 30 years of the first table, and accounts for 
the distribution of the products. 

As appears by the first table, the average 
production of these industries per wage-worker 
in 1919 was 133 per cent of the average in the 
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base year, 1899, and in 1929 had advanced to 
189.7 per cent of that base rate. Calculating 
from these figures it will be seen that the rate 
per wage-worker in 1929 had increased over 
the rate of 1919 by 42.6 per cent, or at the rate 
of 4.26 per cent per year in the last ten years 
of the 30-year period. 

But while the industries were thus increas- 
ing their production at this rate, they were 
obtaining only 4.23 per cent of their gross 
income as their total compensation for the 
period. In other words, over these 10 years 
the public obtained a volume of manufactured 
products rising to 4.26 per cent greater than the 
1919 rate, and even more than that in the de- 
cade ending with 1919, while the industries 
obtained an average profit equal to but 4.23 
per cent of their gross income, against 6.68 
per cent in 1919. The 4.26 per cent was prac- 
tically a profit-sharing dividend to the public 
exceeding their own net earnings. 

The foregoing answers the question as to 
what becomes of the products of the economic 
system and about the tendency of the system 
to concentrate wealth. Excepting the wealth 
in homes, furnishings and personal effects, 
practically all wealth consists of products ex- 
changing through the markets, or in proper- 
ties for producing such products. 


Price and Wage Changes, 1919—1929 


The remaining columns of the second table 
have bearing upon the question, “What be- 
comes of the Products?” They consist of in- 
dex numbers of the Bureau of Labor Statistics, 
which relate wage-rates, commodity prices 
and cost of living to corresponding figures of 
the year, 1913. Wage-rates had been trending 
upward, practically with prices, from 1900 to 
1913, and after the outbreak of the War both 
more than doubled to 1920. At this point the 
end of the War unsettled business, and both 
prices and wages suffered a break. In 1922 
improvement set in and the remarkable post- 
war period of industrial activity followed, to 
and including 1929. 

The first three columns after Corporation 
Net Earnings show the course of wages and 
cost of living after the peak of the War-rise. 
The first column gives money wages, and 
shows an advance in every year from 1922 to 
and including 1929; next gives cost of living, 
and shows a sharp decline after 1920, but little 
change from 1923 to 1929; third column shows 
“real” wages (meaning purchasing power of 
wages) which moved almost continuously up- 
ward from 1919 to 1931, then declined to 1933, 
but rallied to reach an all-time high in 1935. 
The gain of real wages, i.e., rate from 1919 to 
1931 was 50 per cent. 

The Bureau of Labor has no distinctive in- 
dex of prices for manufactures, but the next 
three columns cover the most important prod- 
ucts and “Farm Products” includes food and 


raw materials. Manufactures reached the 
peak in 1920 and then moved irregularly down- 
ward. The sum of these tendencies, i.e., wages 
moving upward, with prices and living costs 
moving downward, was increasing the pur- 
chasing power of all consumers during the 
eight big years of the ‘twenties, thus enabling 
them to buy the increasing production of the 
industries. In short, the gains in productive 
capacity were going to consumers. 

Increasing transportation charges, based on 
increasing railway costs, were affecting both 
operating and distribution costs for manufac- 
turing companies in this period. 


The Cause of the Depression 


The foregoing discussion relates to the post- 
war period of rapid gains in production and 
supposedly large profits. It was a period of 
general prosperity, but of uneven and unsettled 
conditions and relatively small profits to the 
volume of business done. The years after 1929 
tell another story. Other factors than are 
named above were lurking in the situation. 
Improvements in the industries accomplished 
the increase of production, but War and War- 
begotten Inflation caused the rise of prices, 
and their joint influence was neither normal 
nor lasting. The great farming industry was 
expanded abnormally by the war-time de- 
mands, and when the prices of its products fell 
more than one-half, as the table shows, its 
purchasing power fell, of course; unemploy- 
ment and short-working-time resulted in all 
the industries, and after that everyone’s pur- 
chasing power fell. How could it be otherwise? 
The system was disorganized—thrown off its 
working balance, and the balance has not been 
fully restored to this day, although important 
gains have been made in the last two years, 
mainly by the recovery of agriculture, where 
the break in the organization occurred. The 
break was not caused by the 4.23 or 4.46 or 
4.93, or other percentages of industrial produc- 
tion received by ownership in different years 
from 1919 to 1929, or by the share of such 
earnings used for improvement of the indus- 
tries. It resulted because the entire price 
structure of that time was based upon tem- 
porary and unsound conditions, viz: War, 
Waste and Inflation. 


Is This Monopoly or Competition? 


This question does not imply that either 
Monopoly or Competition ruled the economic 
system exclusively, without sign of the other, 
during the period under review, but rather 
asks which shall be considered the normal, 
dominating influence in control, and supported 
by economic law? If we know anything of 
which we may be sure about either the physical 
universe or human society, it is that change 
is the order of Nature, and that everything 
new must compete with that which it super- 
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sedes. It is a narrow view of competition 
which thinks of it as only between rivals in 
the same line of business. All lines of produc- 
tion and service are competing for the pur- 
chasing power of the market. Competition in 
the automobile industry has not been confined 
to the several makes of cars, or even to the 
horse and buggy, railroad and aeroplane; the 
automobile competes with everything that 
people want—with a home and all its furnish- 
ings and even the clothes that people wear; 
economies have been practiced in all of them 
to pay for the car and the trips with it. In 
fact, every item of the family budget is in- 
volved in competition on a broad front: it re- 
sults from the variety of modern production; 
from comparison and choice; daily the two- 
faced question arises, which shall we buy and 
which shall we go without? There are sub- 
stitutes or alternatives for everything. 
Moreover, everything made by human hands 
is subject to inquiry, scrutiny and efforts to 
improve upon it; every discovery in science 
or new idea in industry leads to endless 
changes in methods, every one of which is 
competitive. It is true that efforts often are 
made to control such developments—to pro- 
tect established industry from disturbing 
competition—and, in instances, with tem- 
porary success; but a new idea once let loose 
is very hard to suppress. Is it too much to 


say, that in a progressive society competition 


is normal and monopoly incidental and tem- 
porary? 

No better demonstration of all this could be 
had than is afforded by the record of the manu- 
facturing industries in the 30-year period re- 
viewed above. Do the developments in produc- 
tion and the trend of net earnings suggest 
monopoly or competition? 


More About the Net Earnings 


As bearing upon this question and in addi- 
tion to the official information given above, 
another table is submitted. It shows the num- 
ber of corporations reporting any net income 
in the years from 1919 to 1934 and the number 
reporting none. The table covers the same 
year and the same corporations as the second 
table above, and corresponds of course with 
the first table, for 1919 and later years. In- 
active corporations are not included in the 
percentage calculations. 

The first notable feature of this table is an 
increase of approximately 42 per cent in the 
number of manufacturing corporations in the 
10 years from 1919 to 1929, which does not 
bear out the theory of a rapidly increasing 
concentration of business in the hands of a few. 


All Manufacturing Corporations 


Compiled from Statistics of Income, 
U. S. Treasury Department 


Re- Re- % Re- 

Calendar Total porting porting Inactive porting 
or Fiscal Number Net No Net Corpora- Net 

Year Reporting Income Income tions Incomet 


1919 67,852 51,903 15,949 76.5 
1920........ 78,171 49,425 28,746 63.2 
79,748 37,030 42,718 46.4 

82,485 48,697 33,788 59.1 

53,795 31,404 63.1 

51,342 35,461 591 

54,137 34,537 61.1 

55,094 38,150 Ke 59.1 

53,620 36,196 3,599 59.7 

55,007 36,566 4,204 60.1 

55,488 36,742 4,295 60.2 

40,641 50,863 3,594 44.4 

30,270 58,815 4,024 34.0 

14,985 72,931 3,933 17.0 

26,354 62,295 5,182 29.7 

1934-P.. 96,660 34,019 57,256 5,385 37.3 


* Not reported. 


t Excluding inactive corporations. 
P—Preliminary. 


The proportion of corporations having net 
incomes was highest in 1919 which is consist- 
ent with the fact that this is the year of the 
highest average rate of net earnings. After 
1921 the percentage having any net income re- 
mained closely about 60 throughout the boom 
period to and including 1929. This showing 
gives point to the common saying of that time 
that it was an “era of profitless prosperity ;” 
40 per cent of these industries as a group 
having no net income. 


It must not be thought that the deficit cor- 
porations were the same from year to year. 
The list has been constantly changing, as 
competition became more strenuous, new ones 
dropping into it from above and the ones that 
had become chronic dropping out at the bot- 
tom, with average productive efficiency con- 
stantly rising, to the advantage of the con- 
suming public. 


But the lesson of it all should not be lost. 
The glimpse of a New Era was not wholly an 
illusion. The demonstration that the com- 
bined capacity of the industries might be 
doubled in less than 30 years was a reality, 
and will be of inestimable value if as a people 
we are able to realize that the rate of progress 
may be increased in every succeeding year 
by the same means, i.e., continuing industrial 
progress. 

But quite as important as this demonstra- 
tion, is the demonstration that no matter 
how great the gains of individual industries 
may be, it is only as their products will buy 
and pay for each other in the exchanges that 
any gain can be realized, or, indeed any prod- 
ucts sold. 
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